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INDUSTRY COMPETITION AND CONSOLIDA-
TION: THE TELECOM MARKETPLACE NINE
YEARS AFTER THE TELECOM ACT

WEDNESDAY, APRIL 20, 2005

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Committee met, pursuant to notice, at 2:14 p.m., in Room
2141, Rayburn House Office Building, the Honorable Chris Cannon
presiding.

Mr. CANNON. The Committee will be in order.

I'd like to apologize to the Members of the Committee and the
panel for my being late. Work as we try here, sometimes we just
get hung up and caught. I appreciate your indulgence.

The House Committee on the Judiciary and the antitrust laws
have played a central role in fostering competition in the tele-
communications industry. This Committee and the Department of
Justice played a major role in the historic breakup of “Ma Bell;”
and the antitrust laws formed the primary legal basis for decades
of congressional efforts to bring about telecom competition, first in
long distance, and then in local services.

These efforts culminated in the clearest expression of congres-
sional determination to bring about local competition, the Tele-
communications Act of 1996. The act was conceived as a com-
prehensive, pro-competition mandate to remedy decades of monop-
oly control of the local exchange. The 1996 act also expressly pre-
served an active and continuing role for the antitrust laws in this
marketplace.

Today, the Committee will examine the current state of competi-
tion in the telecom marketplace and the vitality of the antitrust
laws in preserving and promoting competition 9 years after the act.

We do so against a backdrop of proposed industry consolidations,
FCC rulings that largely abdicate a muscular role for the Commis-
sion in ensuring access to local monopoly facilities, and troubling
court decisions that question the coexistence of the 1996 act and
the antitrust laws.

Taken together, these developments have dramatically recast the
competitive landscape in the telecommunications industry, under-
mining the pro-competitive goals of the 1996 act. Moreover, recent
vertical and horizontal industry consolidation has created what
some perceive to be a telecommunications oligopoly comprised of a
diminishing number of Regional Bell Operating Companies
(RBOCs) that increasingly resemble the “Ma Bell” monopoly from
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which they were created and that do not compete in local inter-
regional markets.

For example, if some of the proposed mergers are finalized with-
out divestitures, then two companies may have a dominant market
position, controlling a combined 80 percent of the business tele-
phone market and as much as two-thirds of the regional Bell oper-
ating companies’ residential customers. One of the combined enti-
ties alone might control 44 percent of the business market.

And any merger poses particular concern when one of the merg-
ing entities is currently the primary competitor for business cus-
tomers within the other merger partner’s region. In addition,
RBOCs do not presently compete in each others’ regions for non-
cellular residential or business services; thereby risking merger to
monopoly in a key market segment and a fractured competitive
landscape harmful to consumer choice and innovation.

The 1996 act was predicated on a common-sense notion that the
regional Bell operating companies, or “Baby Bells,” provide non-dis-
criminatory access to the local monopoly networks the Bells inher-
ited from the breakup of “Ma Bell.” Since last-mile facilities built
by the decades-old, Government-sanctioned, guaranteed-rate-of-re-
turn “Ma Bell” monopoly could not economically be replicated, the
1996 act clearly mandated non-discriminatory local exchange ac-
cess for competing local services.

In the immediate wake of the act, the FCC enforced its provi-
sions and issued regulations to implement it. As a result, competi-
tion briefly flourished, and meaningful consumer choice accrued to
millions of Americans. Nine years later, the competitive landscape
envisioned by the act has not been realized, and is receding. In
2000, there were 375 Competitive Local Exchange Carriers
(CLECs) in operation; today, there are less than 100, and that
number continues to dwindle.

Section 271 of the 1996 act, and the proactive role of the Depart-
ment of Justice that it established, were a capstone of the act’s
early success. Put simply, the incentive for RBOCs to continue, or
to comply, and open access to their legacy monopoly networks
under the act was the carrot of gaining approval to enter long-dis-
tance service in States where they complied; a privilege expressly
prohibited by the consent decree that broke up AT&T.

The act also contained the stick of potential FCC fines, injunctive
relief orders for non-compliance with the local market opening pro-
visions of the act, or withdrawal of long-distance authority. In addi-
tion to this regulatory scheme, the antitrust laws and treble dam-
ages served as a pro-competitive bulwark to moderate the anti-com-
petitive potential of newly vertically-integrated telecom providers.

But if today the carrot has been eaten, since RBOCs have re-
ceived approval to offer local and long distance, and the FCC has
decided to no longer wield the stick of regulatory enforcement,
what legal incentives remain to promote local competition and dis-
courage anti-competitive behavior by ever larger incumbents in the
telecommunications marketplace?

As intermodal competition and new technologies such as Voice
Over Internet Protocol continue to shape the telecom marketplace,
the antitrust laws serve as a tested and vital tool to prevent
vertical monopolization of broadband and the Internet backbone.
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As Congress moves forward in the telecom debate, the Com-
mittee on the Judiciary will play a vital role in any rewrite of the
Telecom Act, by protecting and promoting meaningful competition
in this marketplace, defending the primacy of the antitrust laws,
examining the need for State tax preemption to maintain a level
playing field, encourage promising pro-competitive technologies,
and ensuring that the Communications Assistance for Law En-
forcement Act (CALEA) and other law enforcement tools are prop-
erly updated to reflect changing technology in the communications
marketplace.

Let me conclude by observing the following: Some critics contend
that political conservatism and respect for the free market are
somehow inconsistent with a commitment to antitrust. However, to
paraphrase Chairman Sensenbrenner, as a conservative who ad-
heres to the primacy of free markets, I believe the proper applica-
tion of the antitrust laws serves to preserve and promote the integ-
rity of the free market upon which America’s economic prosperity
and consumer welfare depend.

I look forward to the testimony of the witnesses, and I now yield
to the Ranking Member, Mr. Conyers, for opening remarks.

Mr. CoNYERS. Thank you, Mr. Chairman—while the other Chair-
man is signing the—or is watching the President sign the Bank-
ruptcy Act. I want to welcome this particular panel of witnesses be-
cause of the long experience they bring to the subject matter today.

First of all, it’s important that this Committee make it clear that
our jurisdiction has been here; we were there for the 1996 act;
we’re going to be here now. And we want to begin to examine,
along with anyone else in Congress that wants to, the very impor-
tant issues that are involved here.

Now, several things become clear. Since 1996, we’re not so sure
of how successful that Telecommunications Act was. Lots of prob-
lems have come up. The main one, of course, is that telecom keeps
changing; new developments, unforeseeable. And we also have a—
we have some Bells, or former Bells, that are very determined to
keep, and expand as much as they can, their area in the fields that
they started in.

So I'm looking for Mr. Grivner and Mr. Moir to explain to us why
there may be an exception to my general rule against mergers. The
general rule is: Mergers drive up costs, take choice away from con-
sumers, and bring back the monopoly experience that we had up
until 1984. Now, I'm perfectly aware that Mr. Kellogg and Mr.
Verveer may have another position to add to this discussion, which
makes this a very good panel.

I'm particularly impressed with those of you who feel that the
Trinko decision, which involves us greatly in Judiciary—namely,
that antitrust is a very important concept, which brought about the
breakup in ’84 to begin with—has not been vitiated by the fact that
we have regulatory agencies over the Telecommunications Act.

Antitrust exists with or without regulatory supervision. And so
it’s hard for me to think that we should go much longer without
taking some action to limit the effect and implications of Trinko.

What we are dealing with now is a very sensitive market. And
we have proposals for mergers that are very compelling, in one
sense. That is that, without which, we may not have any large,
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global telecommunications operation anywhere, if we don’t view
these things in the context of where we find ourselves today.

So for more than a century, antitrust laws—an economic bill of
rights, if you will—have provided the ground rules for fair competi-
tion. It’s even more true today than they were at the time of the
Sherman and Clayton Antitrust Acts. And so, Mr. Chairman, I join
with you in looking forward to the testimony of the gentlemen be-
fore us today.

Mr. CANNON. Thank you, Mr. Conyers. And I also thank you for
pointing out that Mr. Sensenbrenner would be here but for the fact
that he’s down at the White House with the President signing the
bankruptcy bill.

I'd ask unanimous consent that all Members be allowed to sub-
mit their opening statements for the record. So ordered.

Let me now introduce our witnesses. Our first witness is Carl
Grivner. Mr. Grivner is chief executive officer of XO Communica-
tions. He appears today on behalf of XO and its competitive indus-
tries trade association, Comptel/ALTS Alliance and Association for
Competitive Telecommunications. Mr. Grivner’s career in telecom
and technology spans over 25 years, where he has held senior exec-
utive positions in a variety of telecom companies. He graduated
with a bachelor’s of science in biology from Lycoming College.

Our second witness is Brian Moir, an attorney for the e-Com-
merce and Telecommunications Association. Mr. Moir previously
served as chief counsel for the House Energy and Commerce Com-
mittee, staff attorney for the FCC, and assistant corporate counsel
for Tele-Communications, Inc. He received his juris doctorate from
the University of Denver, where he was honored with the Inter-
national Legal Studies Award, and was a member of the Denver
Journal of International Law and Policy.

The third witness is Michael Kellogg, a partner in the Wash-
ington, D.C. law firm of Kellogg, Huber, Hansen, Todd, Evans and
Figel. Mr. Kellogg appears today on behalf of the United States
Telecom Association. He served—he previously served as an assist-
ant to the Solicitor General at the Department of Justice. Mr. Kel-
logg graduated from Stanford University and Harvard Law School,
where he was the editor of the Law Review.

And the final witness is Philip Verveer, a partner in the tele-
communications department of Willkie Farr and Gallagher. Mr.
Verveer previously served as the antitrust counsel at the Depart-
ment of Justice during the original filing of divestiture against
AT&T, and as a supervisory attorney in the FCC’s Bureau of Com-
petition. He graduated from Georgetown University, and received
his juris doctorate from the University of Chicago.

Now, it is our habit to swear our witnesses in, so if each of you
would please rise and raise your right hand, I'll administer the
oath.

[Witnesses sworn.]

Mr. CANNON. The record should reflect that each of the witnesses
answered in the affirmative.

Thank you. You may be seated. Without objection, the written
statement of each of the witnesses will be included in the record
as part of their testimony.
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We would like to ask the witnesses to confine their remarks to
5 minutes. We don’t expect you to just stop, but if it goes—you’ll
see before you a light panel that goes green and then, when you
have 1 minute left, yellow, and when you have finished the five—
and I may tap my pencil or something, just to remind you. We will
have a 5-minute rule here in the panel and so you’ll have, I sus-
pect, quite a bit of time to respond to questions as we continue.
Thank you.

Mr. Grivner, would you like to begin?

TESTIMONY OF CARL J. GRIVNER, CEO, XO COMMUNICATIONS,
INC., ON BEHALF OF COMPTEL/ALTS ALLIANCE AND ASSO-
CIATION FOR COMPETITIVE TELECOMMUNICATIONS

Mr. GRIVNER. I would. Good afternoon. My name is Carl Grivner.
I am CEO of XO Communications. And after that introduction, I
am glad my son John is going to get his law degree, and not to
have to sit in front of a panel again with just a bachelor’s degree.
So, thank you for the introductions.

I am CEO of one of the nation’s largest facility-based providers
of telecommunications and broadband services to business cus-
tomers. XO is headquartered in Reston, Virginia. We have nearly
5,000 employees nationwide. It was formed in 1996.

XO has expanded its telecommunications offering from its origi-
nal four small markets, to more than 70 metropolitan-area markets
in 26 States today, serving nearly 200,000 business customers.

Today I'm also testifying on behalf of our association, Comptel/
ALTS, an association representing over 350 competitive companies
and entrepreneurs in the telecommunications industry.

I want to first thank the Chairman and Ranking Member Con-
yers for inviting me to testify before the Committee on the competi-
tive ramifications of the SBC acquisition of AT&T, and the Verizon
acquisition of MCI. These mergers are truly monumental in scope,
as they seek to join the largest telephone monopolies with their
largest competitors.

There is no doubt that these mergers will reduce the amount of
competitive choices for your individual constituents and businesses.
With the loss of AT&T and MCI, future competition between the
incumbents and the remaining competitors will be, in a word, a
mismatch.

My written testimony addresses a number of our concerns in de-
tail. However, I'd like to highlight a number of specific points that
we hope the Members of the Committee will consider.

First, the SBC-AT&T merger and the proposed Verizon-MCI deal
will fundamentally reshape this industry; marrying the two largest
local telecommunication providers with their two largest competi-
tors. Only the breakup of AT&T in 1984 and the 1996 Telecom Act
can compare to the massive industry restructuring that will result
from these mergers.

Second, these mergers are particularly harmful to business cus-
tomers, both retail and wholesale, in local markets. We have gath-
ered for the subcommittee preliminary, high-level data that dem-
onstrates the substantial injury that occurs. The charts here, which
use the same data employed by the Bells in the FCC’s triennial re-
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view process, provide a sobering look at what these mergers can do
to local competition.

The first set of charts shows the current status of competition in
Cleveland and Milwaukee, as measured by the presence of competi-
tors in commercial buildings. AT&T is in red, with all the other
CLECs in green. Indeed, competitors have made some headway in
these local markets.

The second chart shows what these markets will look like after
the mergers, with the removal of AT&T. You will notice that the
markets are significantly altered. The presence of competitive pro-
viders drops a staggering 53 percent for Cleveland, and 64 percent
in Milwaukee. In other words, the competitive injury to customers
from AT&T exiting the market will be real and substantial.

And don’t expect alternative providers to make up this competi-
tive gap. AT&T is unique. It entered local markets with an enor-
mous advantage. It had tens of millions of long-distance customers,
including relationships with top business customers throughout the
country. It had tremendous financial resources; $11 billion of which
it spent to acquire the largest local provider, Teleport, that it con-
tinued to expand its local network. The only other local competitor
with similar resources is MCI. And as I am about to demonstrate,
post-merger it, too, will not fill this gap.

The next chart depicts the effect of MCI’s departure from the
market. You can see that the competitive presence declines further;
a total of 61 percent for Cleveland, and 70 percent for Milwaukee.

The reason we took MCI out of the market leads me to my third
point regarding these mergers. No one should expect that SBC and
Verizon will compete head-on. Today, SBC and Verizon are the
number one and number two local telephone providers.

In the handouts that were provided to you, you will see that in
the Los Angeles market SBC and Verizon share common geog-
raphy; and yet, neither is really competing in the other’s territory.
So why should we assume that when we complete these mergers
and they are approved that they will compete then?

SBC and Verizon operate under that old, Cold War principle of
“Mutually Assured Destruction.” Each company is a mirror of the
other, and each knows the other has an overwhelming competitive
advantage in its home territory. So why attack, and face annihila-
tion? Better to operate under a strategy of containment.

The basic fundamentals of antitrust law demand a thorough ex-
amination of these mergers. It is not consolidation, per se, that is
a paramount concern. It is the massive concentration and the in-
jury to customers that result.

This Committee has maintained its dedication to preserving the
applicability of U.S. antitrust laws to the telecommunications in-
dustry. With the Trinko decision by the U.S. Supreme Court, anti-
trust actions are now limited in addressing anti-competitive acts in
the telecommunications industry. In other words, no one should
count on the current Government oversight scheme to correct any
competitive abuses post-merger.

The Committee does retain its jurisdiction over section 271 of the
’96 act, which elevated the Department of Justice role in examining
competitive conditions and local markets before the FCC could ap-
prove a Bell’s application to provide long-distance service. With the
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two largest Bell companies planning to purchase the two largest
long-distance carriers, it is important that incentives exist to en-
sure they maintain open local markets.

We hope that steadfast resolve will continue as Congress exam-
ines the proposed mergers we are discussing today. Thank you for
your time today.

[The prepared statement of Mr. Grivner follows:]

PREPARED STATEMENT OF CARL GRIVNER

Good afternoon. My name is Carl Grivner and I am CEO of XO Communications,
one of the nation’s largest facilities-based providers of telecommunications and
broadband services. Prior to joining XO as CEO in 2003, I served as Chief Operating
Officer for Global Crossing and held various positions at telecommunications compa-
nies including Worldport, Cable & Wireless, and Ameritech. I am appearing here
on behalf of XO and our competitive industry’s trade association, Comptel/ALTS.

I want to thank the Chairman and Ranking Member for inviting me to testify be-
fore the Committee on the competitive ramifications of the SBC acquisition of AT&T
and the Verizon acquisition of MCI. These mergers are truly monumental. They join
the largest incumbent telecommunications providers, SBC and Verizon, with their
largest competitors, AT&T and MCI. As a result, competition is certain to diminish
in markets throughout the country. I am confident that once the government re-
viewers examine the evidence in depth, they will find these mergers cause substan-
tial competitive injury to customers, competitors, and vendors. As such, they do not
meet the legal standards for approval.

You are to be commended for understanding the important implications of these
mergers. I urge you to follow-up on this hearing by pressing the merging parties
to completely produce and disclose all information and by ensuring the Department
of Justice and Federal Communications Commission undertake in-depth analysis of
all possible competitive harms.

Let me begin by telling you about XO Communications, the largest independent
competitive local exchange carrier. I believe who we are and what we bring to cus-
tomers is particularly relevant to issues before the Committee today.

BACKGROUND ON XO COMMUNICATIONS

Originally formed as Nextlink in 1996, XO has expanded its telecommunications
offerings from its original 4 small markets to 70 metro area markets in 26 states.
Our company provides a comprehensive array of voice and data telecommunications
services to small, medium, and large business customers. Our voice services include
local and long distance services, both bundled and standalone, other voice-related
services such as conferencing, domestic and international toll free services and
voicemail, and transactions processing services for prepaid calling cards. XO data
services include Internet access, private data networking, including dedicated trans-
mission capacity on our networks, virtual private network services, Ethernet serv-
ices, and web hosting services.

XO has invested heavily in building its own facilities spending over $8 billion and
constructing over 1.1 million miles of fiber. We have metro fiber rings to connect
customers to our network, and we own one of the highest capacity and scalable IP
backbones in the industry, capable of delivering data end-to-end throughout the
United States at speeds up to 10 Gigabits per second.

Even with this extensive network, we are nowhere close to having ubiquitous on-
net coverage—and after AT&T and MCI, we can be considered the nation’s largest
local competitive carrier. To build such a network would require over $100 billion
and many decades to construct—not to mention monopoly rights like the Bells have
had. Instead, we reach most customers by procuring facilities or circuits from other
providers. The major suppliers are the Bells, from whom we lease loop and trans-
port unbundled network elements (pursuant to the Telecommunications Act of 1996)
and special access circuits. Where we can find competitive alternatives, we will use
them, since their prices tend to be lower, and they actually want to do business with
us.

INTRODUCTION TO THE MERGERS

For 40 years, it has been the innovation of entrepreneurial companies coupled
with market opening regulations that have brought choice to customers and new
technologies and services to the market. This tradition is continuing with the nu-
merous competitive companies that are creating new ways to serve customers using
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cutting edge technologies. However, the choice customers have seen and the dra-
matic growth in innovation that has occurred in our industry, started by the break
up of Ma Bell, is now threatened by SBC’s acquisition of AT&T and Verizon’s cur-
rent deal to purchase MCI.

Whenever companies of this scale merge, there are always the same warnings,
and rightfully so. Here are some comments,

“This merger should not be approved as it presently stands because it will limit
rather than promote local exchange competition. The proposed merger con-
stitutes a setback for consumers. Furthermore, we saw that when SBC took
over Pac Bell, prices rose and service dropped in California.”

“It’s hard to see how new competition promised by the Telecommunications Act
can be attained if existing monopolies simply combine into larger ones. The con-
cern is especially great when these two companies otherwise would have had
powerful incentives to compete against each other.”

By the way, these comments were made by AT&T at the times of SBC’s acquisi-
tion of Ameritech and the Bell Atlantic-NYNEX merger.

With such increased concentration of power coming to both the business and resi-
dential consumer telecom markets what will be the impacts on competition and in-
novation?

I will begin by putting the mergers in context of the development and status of
telecommunications competition, particularly in local markets.

THE DEVELOPMENT AND STATUS OF TELECOMMUNICATIONS COMPETITION

No discussion about the telecommunications industry can take place without rec-
ognizing the unique nature of the business. The Bell Operating Companies and
other incumbent local companies are not like other American businesses. By virtue
of having the sole local telephone franchise for so many years, they have developed
an enormous degree of market power. As a result, they have the incentive and abil-
ity to harm customers, competitors and vendors.

The government has sought to rein in this market power by regulating the provi-
sion of their services and often by restructuring them or limiting their operations.
The most well known effort at restructuring by the government was the 1984 dives-
titure of AT&T of its local telephone operations (the birth of the “Baby Bells”). It
created SBC and Verizon, which in the past decade have swallowed 3 of the 7 origi-
nal Bell companies—and, in the case of SBC, now seeks to acquire its former parent,
putting the old Bell system back together again.

In 1996, Congress believed it could eliminate this market power and bring to cus-
tomers the same benefits in pricing and innovation for local service that were being
seen in the long distance market. The Telecommunications Act of 1996 was a water-
shed law, and it set in motion a massive undertaking: bringing competition to a
market dominated by monopolists where tremendous amounts of capital needed to
be expended up front and where returns on investment would not be appreciable
until economies of scale were reached.

To expedite this process and enhance the chances of success, Congress adopted
two fundamental policy mechanisms. First, it permitted the FCC to lift the 1984
Consent Decree provision prohibiting the Bells from entering the long distance busi-
ness, but only if the Commission found the Bells provided competitors access to
their networks at non-discriminatory and pro-competitive terms. This was the so-
called “carrot.” Second, it adopted a “stick”—the Bells were immediately required
to offer competitors access to unbundled network elements at cost-based rates.

It is clear from the Congressional debate on the 1996 Act that AT&T and MCI,
the two largest long distances providers, were seen as the leading companies to
enter the local markets. And, they did. Right after the Act was passed, AT&T
bought Teleport for over $10B, and MCI bought MFS and Brooks Fiber for over
$5B—the three leading facilities-based local telecommunications competitors. Since
then, AT&T and MCI have expended many billions of dollars to expand and enhance
these local networks. They have acquired aboutl0 million local residential cus-
tomers and many millions of business customers.

As a result of this surge in local entry, the FCC permitted SBC and Verizon to
enter the long distance business in every market, and it most recently significantly
deregulated the requirement that these companies provide unbundled network ele-
ments at cost-based rates.

Yet, even though AT&T and MCI have gained a toehold in local markets, facili-
ties-based competition is just beginning, and there is a real question whether it can
be sustained. Since I know this business first hand, I know how difficult it is. To
truly sustain competition, these firms needed to gain scale. AT&T and MCI were
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the closest to that goal. They had developed sufficient market presence to negotiate
with the Bells on a more equal basis, and the beneficial prices, terms and conditions
in their agreements became benchmarks for the entire competitive sector.

Now we are faced with the two largest competitors being snapped up by SBC and
Verizon, and the resulting competitive harms to customers and the overall market
landscape are easy to detect are substantial.

THE EFFECTS OF THE MERGERS ON TELECOMMUNICATIONS COMPETITION

Ten Myths about Competition and the Mergers

When the mergers were announced, the leaders of the merging parties carried on
endlessly about synergies, efficiencies, innovation, globalization, and other corporate
buzzwords. Their PR departments worked overtime to paint these mergers as good
for all Americans and all businesses. I'm not surprised. They’ve got a big job con-
vincing people that greater market concentration is good for them. I've gone through
many of their arguments and selected my top ten list of myths used by SBC and
Verizon to support these deals.

First, they claim these are ordinary, garden-variety mergers. Nothing could be
farther from the truth. As I said at the outset, they will fundamentally reshape the
industry. We have seen such events before and so have a sense of their importance
in the marketplace. In the 1980s, it was the divestiture of AT&T. In the '90s, the
1996 Telecommunications Act. In this decade, it is these two mergers, and the rea-
son is obvious. These mergers marry the two largest local telecommunications pro-
viders with their two largest competitors.

SBC and Verizon are the two dominant local telephone companies, controlling
their own local markets (for instance, with a residential market share exceeding
80%) and providing service to 3 out of 4 customers nationwide. In these markets,
their bottleneck control has only begun to be eroded by a decade of competition. Yet,
in the very short time they have been permitted to enter the long distance business,
SBC and Verizon have begun the second and third largest providers. Their residen-
tial market shares are about 50% and 40% respectively. These two behemoths also
have a firm grip on the wireless market, again controlling almost two-thirds of the
customers in the country. And now, they seek approval to merge with the two most
prominent local, long distance, and Internet competitors.

Second, don’t be fooled by all the rhetoric that the telecommunications industry
is somehow so completely different than ten years ago when Congress passed the
1996 law. The basic rules about marketplace competition still apply, and this is pre-
cisely where antitrust enforcement and the public interest inquiry need to be fo-
cused. Companies like SBC and Verizon, which control bottleneck facilities, have
both the incentive and ability to use their market power to harm customers, com-
petitors, and vendors. What’s more, they have an insatiable appetite to use that
power to leverage themselves into markets that are competitive where they will use
their monopoly rents to harm competition.

Third, it has been ten years since Congress opened local telecommunications mar-
kets, and competition is just beginning to take hold. Many companies have entered,
but they face well-entrenched monopolists—companies that have 100% of the cus-
tomers and their entire, capital intensive network in place. It will take time to
achieve true facilities-based competition. XO embraced the intent of the market
opening provisions of the 1996 Act and invested $8 billion in its own infrastructure.
As one of the major new entrants seeking to compete on a facility-by-facility basis,
we want to see the law’s objective achieved. But, local competitors still have a small
share in most markets, and this share will diminish substantially if these mega-
mergers are consummated.

Fourth, should the mergers receive approval, don’t expect SBC and Verizon to
compete head-on. It goes against their basic constitution. Over the past decade, both
companies have had numerous opportunities to compete in each other’s markets,
and they just don’t do it. In several major markets—such as Los Angeles, Dallas/
Plano, and New York/Connecticut—their territories abut, and yet neither crosses
over. In the SBC-Ameritech merger, the FCC placed conditions on SBC to compete
outside its region, and it made only the most minimal effort. I've tried to obtain SBC
service here in Washington and had no luck. The reason is easy to understand. SBC
and Verizon each know that it has a significant cost advantage in its home market.
Consequently, they have, in effect, a tacit non-aggression pact. With these mergers,
the value of this pact increases immeasurably.

Fifth, the joke in the old Bell System was that every customer had a choice: a
black rotary phone or a black rotary phone. Plastic shells with different colors were
a major innovative breakthrough that took decades to come to market. No one seri-
ously believes that companies with market power innovate. They don’t have the in-



10

centive because these innovations could spin out of control and inject new competi-
tive forces. It was only when the government enabled competitive entry that innova-
tion blossomed. DSL, VoIP, managed services for businesses all were first brought
to market by competitors. Consequently, because the mergers greatly reduce mar-
ketplace competition, there is absolutely no way innovation will burgeon. Rather, it
will be stifled. At a time when our global leadership is being challenged, this would
be a disaster.

Sixth, once these mergers are approved, there is no government backstop. By vir-
tue of deregulatory actions by the FCC combined with activist court review, the gov-
ernment has largely ceded its oversight role of SBC and Verizon. In addition, with
the Trinko decision by the U.S. Supreme, antitrust actions are hardly useful to ad-
dress anticompetitive acts in the telecommunications industry. In other words, no
one should count on the current government oversight scheme to correct any com-
petitive abuses post-merger.

Seventh, by any objective measure, AT&T and MCI are not failing firms. In fact,
both were just named to the “Fortune 100.” You can’t get much more successful
than that. AT&T had revenues of over $30B in 2004; MCI over $20B. In the 4th
quarter of last year, AT&T’s EBITDA was $7B, and MCI’s was $2B. In the second
half 2004, both companies experienced growth in their EBITDA. A recent Wall
Street analyst report forecasts that both companies will have positive earnings for
the next two years. So, there is absolutely no support for justifying these mergers
based on the business weaknesses of AT&T or MCI.

Eighth, the merging parties tout the synergies and efficiencies of the deals, par-
ticularly because SBC and Verizon can place their long distance traffic on AT&T’s
and MCI’s networks, respectively. But, they already have that capability. Because
the long distance market is extremely competitive, efficient “integration” can occur
via contract. In other words, all SBC and Verizon need to do is enter into an arm’s
length agreement with AT&T and MCI respectively to obtain the very same benefits
they claim to be obtaining with the mergers. They also have the possibility of form-
ing other relationships short of merging—all in the name of greater efficiency.

Ninth, SBC and AT&T claim that AT&T’s decision to exit the local residential
market is irreversible, but this flies in the face of AT&T’s actions of the past 20
years. In that short time, AT&T has reversed course so often it makes my head
spin. First, they’re out of mobile wireless, then in, then out, and then in. As for fixed
wireless, they have had so many starts and stops that it gives you whiplash. And,
then there’s the entry and exit into the cable business combined with more recent
discussions with cable operators about possible partnerships. As a CEO in a dy-
namic industry, much of this is understandable. Technologies and markets change.
Any decision can be reversed given the proper circumstances.

Tenth, contrary to the public filings of the acquiring companies, these mergers
will not improve the national security of this country or otherwise improve the tele-
communications services received by the federal government. AT&T and MCI are
already prominent government contractors, as are SBC and Verizon, and they are
providing the government with innovative, high-quality services. If they remain
standalone entities, they would continue to provide these services. In fact, it is the
mergers—by reducing competition and combining networks—that will generate sig-
nificant problems for the government. First, it is likely government will end up pay-
ing more for telecommunications services. In addition, just when the government
wants to have a diversity of facilities to increase the odds of survivability of the net-
work, these mergers combine the largest local networks. These are problems that
must be addressed by the government reviewers of the mergers.

The Merger Review Process: It is Essential that the Department of Justice and FCC
Conduct a Rigorous Examination with Complete Information

Because of the magnitude of these mergers—their impact on the entire tele-
communications marketplace—and their evident competitive problems, the Depart-
ment of Justice and the Federal Communications Commission (along with the rel-
evant states) have an obligation to carry out a thorough, deliberate review. In a very
real sense, these mergers pose a test to these government officials and to the value
and integrity of these merger review processes. I very much want them to pass this
test.

I believe it is critical that these mergers be reviewed through the “regular order.”
That is, the Department of Justice needs to gather complete information to identify
markets, pre- and post-merger concentrations, barriers to entry and exit, and other
relevant features of market, and then through application of the Merger Guidelines
it should determine whether these mergers substantially diminish competition in
those markets. And, the FCC needs to do the same in application of its public inter-
est requirements. As I've said, razzle-dazzle and hype about futuristic competitive
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alternatives or distant possibilities for market convergence have no place in such
an analysis. Determinations need to be based on facts engrained in current market
realities, and I believe once this is done the conclusion will be clear: these mergers
are bad for customers of all types and sizes and in all locations.

In undertaking this analysis, it needs to be made clear that neither of the filings
at the FCC by SBC and Verizon provide much relevant data on the mergers. One
could characterize them as long on rhetoric and short on evidence. They were filed
quickly after the mergers were announced so that they could get the clock running
as soon as possible. Because of this, I call upon the Committee to urge the Depart-
ment of Justice and FCC to ask for complete information upon which all of us can
review the mergers—and the clock should be stopped until that occurs.

Local Markets, Increased Concentration, and Competitive Harms

XO believes that on their face these mergers pose serious competitive concerns
and is confident that upon closer scrutiny will fail to meet legal standards. We are
now beginning the detailed analysis required to determine precisely the competitive
harms. This is going to take months given the many markets involved in these
mergers, the difficulty in gathering data (particularly data controlled by the merg-
ing parties), and then the complex analysis that will need to be conducted. That
said; let me provide some preliminary thoughts about the basic issues involved here.

First, market definitions should be based on well-engrained concepts and cur-
rent realities.

Applying traditional antitrust analysis—and following the precedent in all recent
telecommunications mergers—the relevant product and geographic markets for ana-
lyzing the effects on competition of the proposed transactions include: the local high-
capacity service market, the local mass market, the long distance termination mar-
ket, and Internet access and backbone markets. For my company—and for business
customers—the most important market is the first—the market for high-capacity
local services.

I know that the proponents of the merger allege that the underpinnings of the
telecommunications business have changed so dramatically that these market defi-
nitions should be scrapped. They allege that geography doesn’t matter and that all
products are fungible. That may be the case some day far down the road. But, that
isn’t true today, and it is within the current market context that we need to evalu-
ate these mergers.

Second, the local high-capacity market will see increased market concentra-
tion.

By virtue of their century-old monopoly, SBC and Verizon serve the vast majority
of customers in these markets—both retail and wholesale. Their market share for
the provision local exchange services to business customers in almost all local mar-
kets is somewhere between 80%—-95% depending on the market. They also provide
the dominant share of wholesale circuits to competing providers. AT&T and MCI are
the two largest competitors in virtually every local market—dwarfing the rest of the
CLEC industry. In two markets—Cleveland and Milwaukee—where XO has con-
ducted a preliminary inquiry (based on a methodology similar to that used by SBC
last year in a submission in the FCC’s Triennial Review Process), it has found that
the presence of competitors will diminish substantially when AT&T is acquired.
And, none of the competitors that remain—of which XO is the largest—have the re-
sources to replace them any time soon. As a result, when these combinations are
completed, the SBC and Verizon will increase their local market concentrations sig-
nificantly.

Third, local market entry cannot occur expeditiously.

Such significantly increased concentrations are troubling, but they could be offset
if other competitors could rapidly enter to replace the local facilities and competitive
presence of AT&T and MCI. However, this simply won’t occur. It’s important to un-
derstand that AT&T and MCI developed their local presence because of the tens of
millions of long distance customers they had and their enormous financial strength.
Once AT&T’s and MCTI’s local facilities are bought, they will be integrated into the
Bell’s facilities and won’t continue to be available on the current standalone basis.
(As I said earlier, SBC and Verizon have been reluctant to pursue opportunities out-
of-region, and they have the incentive to continue this practice even after they ac-
quire AT&T’s and MCT’s facilities that are out of their home territories.) Thus, both
retail customers and carriers who resell their capacity are left without real alter-
natives.
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Fourth, after AT&T and MCI exit, customers will see significant price in-
creases.

Once AT&T and MCI exit the market, SBC and Verizon have an increased oppor-
tunity to raise prices to its customers. This harms competitors directly, and because
it increases the prices of their inputs, it places the competitors at an extreme dis-
advantage against the Bell company in acquiring retail customers. This is the very
definition of substantial harm to competition.

CONCLUSION

Ten years ago, Congress committed the government to the development of local
telecommunications competition. Entrepreneurs took that commitment seriously,
and many tens of billions of dollars were expended to build a competitive local mar-
ket presence. Not surprisingly, in the gold rush atmosphere that ensued after pas-
sage of the 1996 Act, more firms entered than could succeed. A shakeout occurred,
and a group of more financially and operationally sound competitors have survived.
This competition benefits all customers.

Now, however, competition is threatened by these mergers, and it is time for the
government to stand tall. I urge you to take this opportunity to renew your commit-
ment to the development of local competition. These mergers require very careful
and deliberate investigation—and, as we will prove, would produce serious competi-
tive harms that must be addressed.



13
ATTACHMENT

2U] *SUONPONWILIOD OX JO SHewapes) ase 0Boj UBISBP OX Bl PUE OX "PaNIBSs SIUBY I OX 000 1UBUAdODD
Wi O

S00Z ‘02 udy
“ONI ‘SNOILYOINNWINOD OX ‘030
HIANAIYO TdVO

AYLSNANI SNOILVIINNNINOD3TIL FHL NI SHIDYIN NO
JILLINNOD AdVIOIANF 3SNOH 3HL 340439 ANONILS3L
LN3IN3ITddNS OL SLIVHO

i




14

Kioyue) Bunies 0gs _r H_ Jwwng
” Auepunog YSIN - e
Aepunog Aunoy  — - —
| AmH ereysiau
B

0310 Aue uum Buping =
AuO L1V M Buping =

ebnean

VSW BHA|3--UlRI0T-PUBIaAR|D)

aduasald 3370 43Y10 pue 1 » 1Y yum sbuipjing |1y
M3IA J8BIs a1d - YSIN puejaAsl)



15

‘ \ 0310 Aue yum Buiping =

AUO 1LY umBuping =

Aoyuie) Buinies ogs D

A1Bpunog VSN s

VS BYSaxnEm--ao)nemin ; Asepunog Qunoy - — - —
AMH BIBISION e

eysoynem

|
|

30Uds3AId DITO 18YI0 PUB 1R 1V yum sBuipjing |y
M3IA 1aBus | 31d — WS @aynempy

! HY ]



16

aus Buiping -

J Kioyuis) Buies 0gs _IMMnu :: N P — .,ﬂ!?\h‘ D P T

Nuwung

Aiepunog VSIN - e
Arepunog Aunoy - — - —
AMH B1BISION) s

ebneog J

VSW eLA|Z--UlRIOT--pUBIRABID

|

%2'SS
%S'SE 094

ago UON puejens|d
ago puegAg)

8¥e

%9°€S 6£0'e Iei01 puejens)y.
%919 cel e HO ‘e,
%519 i oL i 92 HO ‘ebneany
%82 292t 6992 HO ‘eboyeAn)
suipaa | sbpig 0310 | sBpIg 0310 | |
% | JeBiop 1804 A 1Biop o1g | >=.=50.

9duasald 11V Inoyum sbuipjing 9319
M3IA 13BIdJ 1504 —- WS puejena))




17

VSIN BYSSINEM-3)inem|IN

eyseynem

saynezo

uoiBurysem

eus Buipiing
Auoyuo Buwes ogs ||

Arepunog VSN - s
Kiepunog funog - — - —
LT Y p—

%€'S9
%E LY

%079
%0'€9
%9€L
%6'v9
%V'€9

I =

| aupeg  sbpig 9319
19619 1504 |

L¥0'e ago UoN saxnemp
sve ago aaxnemiin
zez'e |10 @axnemiipy
804} BYSO}NE A\
161 uolbulyse pp
891 a9ynezQ
618°L aaxnNemIN
sbpig 9310
Jabiapy aug Awnog

|

9dussaid 121V inoynum sbuipjing 9319

MB3IA 12BN 1S0d — YSIY @axnemppy




oug buping =

fioyuey Bumes ogs |
KIepunog VSIN - s
Arepunog Aunog - — - —
AMH D1BISION| e

Nwwng

uresoq

18

VSW euA|3--ulelo--pue@Adl) | L

ebneos

@80 UON puejensio
ago puejeAsID

%} '€9 1€0'} L6L'e
%0'bY 6€1L 8¥e

%S°L9 0LLL 6€0'e 210 puejeAs|)
%999 =11 ) | HO ‘e
%¥'S9 6 92 HO ‘ebneen |
| %809 9¥0'L 699'2 HO ‘eboyeAng’

| suIPeq | s6pig 0370 | sBpIG 9310 |
% | 49610py1s0d | seBiop oud |

funog,

W pue 121V inoyym sbuipjin
M3IA 1363 1504 - puejans|y

903710




19

——

|

\‘ ]

ooynezo

VSIN BUSSNEM-083NEMIIIY

eyseynem

uolbuiysem

|
|
|

eus buping  w

hioyo Oumes ogs ||
A1BpUNOg VSIN - s
Arepunog Qunog - — . —
AmH ereisiaqu)

%8°0L
%L 95

%869
%L'89
%9'SL
%6'L9
%0°0L
aulpeg
%

90’8 Qg0 UON daynemj!

sve
z62't
80L'L
61
891 a9)nezQ
618'L aaxnemiIy

s6pig 0310 sbpig 0310 &
| J9biop 1504 sebiay aid \he

8U3sald IDW PUE 131V INoyyum sbuipiing 9379

M3IA 19613 3s0d — YSIN 9axnempiy

|



20

fionwe) Bunies ogs |
i Kioyuie | Buinies uozuep -

A1Bpunog VSIN - s
| AKiepunog Aunog - — . —

sajabuy
507

VO ‘yoeag buoi-sejabuy soq

|
|
|
|
|

VSW sajgbuy so - fioyuia)
Buinias uozuap pue ngg

T




21

einluap

eoueseedde 9319 Aue yum Buiping -

Mooy Bunies ogs |
Aioywe | Bunieg uoziep -

A1epunog VSN - e
Arepunog Aunoy - . —

e
08v'0e

Awuenp

AsollIB | UOZIIBA Ul
Aiowse | DS u saourieadde 310
saoueseadde 93710

Aiobaren

VSI s3jabuy soT
- saoueseaddy 9379




22

Kioyuag uozuep i seys ogs  m
Kiows | 0gs ) seys uozuep -

Kioyue Buies ogs _
Kioywa ) Buines uozuep I

A1punog VSN - s
Arepunog Aunoy - — - —

VYSW yoeag buo--sajabuy soq

Aiojie | 0gs ul seoueseadde 03710 uozuap

Aiojuia | uozuap ul saoueseadde 0310 08S

Anuenp AioBajen

ﬁ

, VSWI s3jabuy soT - sasueseaddy
0310 uozusp pue 9gs




23

eoueseadde 9379 Aue yum Buipying -
AKiopuse | uozuep ui seys 0310 o8s -
Aioye 1 0gs ul seus 0310 uozuep -

AKioyue) Bumies ogs mH_
Aiopue) Bunies uoziep I

AIBPUNOE VSIN - s
Asepunog funog - — . —

8Bueig

Einjuap

AKouisa | uozuep ur seoueseadde 9310 DgS

AJOJIIB | UOZUBA Ul SB:

VS yoeag Buoi--sajabuy soq

. i . ovi Aiowie ) 0gs ui seoueseedde 9370 uozuep
Et A . .
LLLEL Aionis ) 0gs ul ssoueieedde H3
08y 02

| Anuenp

VSW sajabuy so1 - sasueseaddy
uozuisA B ‘0gs ‘0319 Iiv




24

Mr. CANNON. Thank you, Mr. Grivner.
Mr. Moir?

TESTIMONY OF BRIAN R. MOIR, ATTORNEY AT LAW, ON BE-
HALF OF e-COMMERCE AND TELECOMMUNICATIONS ASSO-
CIATION (eTUG)

Mr. MoiR. Thank you, Mr. Chairman. My name is Brian Moir,
and I'm here today on behalf of the large business users that Carl
just referred to. I'm going to devote my oral testimony to discussing
many of the abuses that we’ve been experiencing in the industry.

Unfortunately, what we find is that the Bell operating compa-
nies—as they did in '96, as they did earlier—today still retain per-
vasive market power. And these market powers are over the provi-
sion of these access services that everybody is dependent upon in
order to move traffic within the ILECs, and particularly the Bells
networks.

Their market power continues to have meaningful levels and, as
a consequence, business users and the potential customers that are
dependent upon accessing those facilities for terminating traffic, for
moving traffic within a region, are all suffering.

Had the FCC and other Government policymakers been doing
their job, many of the abuses I'm going to discuss here today would
not have either happened, or would not have reached the level of
severity that they have.

Unfortunately, the FCC’s fallen down on the job. They haven’t
implemented the goals and objectives that many of you were talk-
ing about during the 96 act. And the rest of the industry is suf-
fering. And we have companies now looking for suitors, because
they find that the best way to preserve shareholder value.

The Bell market power, as I mentioned earlier, continues. And
in particular, unlike most of the areas that get attention, which are
more what I call retail residential, the perspective I want to talk
about is particularly what I call the large business customers. We
use huge data pipes. Cellular, the wireless services, don’t have the
throughput rates—the band width, throughput rates—necessary for
the traffic that we move, and at the speeds we need to move them
at. The cable television services that they provide to our homes also
don’t have the capability, the throughput rates, the speeds, that we
need to handle our type of traffic.

And as a consequence, given the fact of the limited number of
areas where the CLECs have been able to deploy facilities, and the
additional problem that we just saw of then getting access to the
various buildings that allow them to actually tie into the customer
operations, we find that for the basic building blocks in our net-
works, which we call DS-1 lines—they’re about 64 times the capac-
ity of the typical voice lines we get at home. These DS-1 facilities,
the most recent end-user study, where we actually go out and ana-
lyze the number of lines a customer is using, 95 percent of those
lines are being provided by the Bells. Why? Because there aren’t
any other alternatives to utilize.

That same type of study is being replicated and reinforced by
what we’re hearing from the wireless industry. All of the cellular
towers in the United States have to be tied into their networks.
They use these same building blocks that business users use, and
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their results—the only ones we look at are the non-Bell-owned
ones; Nextel, AT&T Wireless before they became part of the Bell-
owned Cingular system—found 90 to 95 percent of their towers
were dependent upon the same blocks that we are dependent upon
day in and day out.

What’s happened to the rates of return they’re making off of
these services? Well, what’s happened is, in 1999, the FCC didn’t
say there was competition in this market for these what we call
high-capacity pipes that we use; they made a predictive judgment
that competition would come. You know, like the “Field of Dreams.”
Unfortunately, you know, these alternative facilities were never
built; the competition never came to sufficient meaningful levels
that you all are normally accustomed to looking at. And as a con-
sequence, rates have gone up for these building blocks that we
have no choice but to use, because there’s no other market.

And the rates of return—things the Bells don’t like to talk about,
but which any of us, when we analyze how companies are doing in
the market, whether for business purposes or investment purposes,
we look at rates of return. The market rules were changed in ’99.
The Bells are now making, as of 2004: SBC, 76.2 percent, an in-
crease of 93 percent from 1999; Bell South, now making 81.9 per-
cent, an increase of 153 percent over 1999; Qwest, 76.8 percent re-
turn on these services, an increase of 139 percent since 1999. I can
go on, but these are the things that are happening. And the FCC,
even though they have the data, has done nothing to rectify the
problem.

So you could ask, why are the Bells, why are the CLECs, why
are the wireless companies using these same facilities? Because for
the majority of their needs, they don’t have any choice, either.

[The prepared statement of Mr. Moir follows:]

PREPARED STATEMENT OF BRIAN R. MOIR

Thank you for the invitation to submit testimony on “Industry Competition and
Consolidation: The Telecom Marketplace Nine Years After the Telecom Act” from
the perspective of the large commercial and institutional end users of electronic
commerce, information technologies (“IT”), Internet, and telecommunications prod-
ucts and services. Mr. Chairman, you and the Committee should be commended for
your efforts to examine the telecom marketplace because significant problems to
exist. I hope that the perspective of the large telecom end user will facilitate the
Committee’s deliberations by identifying some market realities and policy objectives
that warrant serious attention.

INTRODUCTION

I have been representing the interests of the large end users of telecom services
and products, as well as electronic commerce, IT, and the Internet for approximately
24 years. Through out that time large end users have consistently stated that com-
petition is the ultimate safeguard for the telecom industry. In the absence of mean-
ingful competition, just, equitable, and reasonable regulations, prices, policies and
laws are necessary. My testimony will cover some of the problems within the
telecom marketplace as well as regulatory policies.

LARGE END USER DEPENDENCE ON TELECOM

Large end users of electronic commerce, IT, Internet, and telecom services and
products face competitors here in the U.S. and abroad in both technologically devel-
oped countries as well as low-wage and less-developed countries. To compete in
these markets, large end user businesses have an absolute need for timely, accurate,
cost-effective information that can be made available on demand. To accomplish
this, large end user companies typically obtain, operate, maintain, and utilize cut-
ting-edge technologies.
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Large end user businesses have become increasingly dependent on efficient, reli-
able, readily available, and reasonably priced telecom services and facilities. Public
policies that promote increased competition and user choice in those areas of the
telecom marketplace that are already subject to competition while at the same time
fostering meaningful competition where it is not fully available by providing just,
equitable, and reasonable prices, regulations, policies, and laws significantly benefit
large end user businesses and the American economy.

The U.S. telecom marketplace has evolved over many years. Beginning around the
early 1970’s, it was the large end user customers, not the then monopoly suppliers,
who developed new and innovative methods of using the many technological telecom
advances. As a consequence, large end users were forced to go outside the tradi-
tional providers of telecom services, such as the old Bell System, to obtain the tech-
nologies and services necessary to meet their growing requirements. This promoted
new industries to develop equipment, information technologies, and transmission
systems to meet these new and ever expanding user needs.

As the U.S. telecom marketplace evolved technologically, the traffic that transited
the transmission systems evolved as well. What began as largely voice related traffic
has now evolved to a point where the vast majority of large end user traffic is data.
While the voice component has remained somewhat flat, the data component has
been experiencing explosive growth. As a consequence, large end users largely focus
their attention on ensuring that their data will be handled in a high-quality, cost-
effective manner.

TELECOM MARKETPLACE

Federal Communications Commission (“FCC”) decisions in the 1970’s and 1980’s,
anti-trust actions and the AT&T Consent Decree triggered developments that lead
to a healthy competitive environment (with the exception of the local telephone mar-
ket) that has been capable of providing state-of-the-art telecom and IT services and
equipment to large end user businesses. Many had hoped that the 1996 Telecom Act
would bring the same results to the local telecom marketplace. Even if meaningful
competition was slow to take hold, many expected that the Act’s provisions (particu-
larly sections 252,252. 271 and 272) would provide relief from some incumbent local
exchange carrier (“ILEC”) related problems including access pricing. Views of the
Act’s impact vary depending upon the supplier or customer market perspective it
is viewed from.

A growing percentage of residential and small-to-medium sized businesses have
access to three different types of technology suppliers (CATV, wireline telco, and
wireless) of voice services (either traditional voice service or VolIP), as well as
broadband. Unfortunately, from the perspective of the large end user, the develop-
ments have not been as favorable. Due to the unique nature of large end user trans-
mission needs (i.e., vast majority of traffic being data), large capacity transmission
facilities are required. The transmission speed rates of the typical CATV and wire-
less service suppliers are just not adequate to meet the high capacity needs of the
large user community.

The typical minimum bandwidth or transmission rate required by large end users
is fulfilled by telecom carrier DS-1 (“digital signal”) lines that are usually rated at
1.544 Mbps. [These DS-1 lines have the capacity of 24 voice grade lines if they are
running at a full 64 Kbps.] Usually, the highest transmission rates typically avail-
able with copper wire transmission lines is 44.736 Mbps with DS-3 lines. Much
higher transmission rates are available thru fiber optical carrier (“OC”) lines (OC—
1 at 51.84 Mbps thru OC-192 at 9.953 Gbps).

Today the ILECs are the suppliers of 90%—95% of the basic building block (DS—
1s) in many large user networks. [The ILECs provide these facilities through their
interstate special access services.] As recent survey of large end user petroleum
companies indicated that approximately 80% of their large end user DS-3’s were
provided by ILECs. [See Keller and Heckman Ex Parte in FCC RM Docket No.
10593 on 1-6-2005.] While ILEC market power at these levels is troubling enough
to large end users who strive for competitive choices in the markets they depend
on, what is even more distressing is the fact that the FCC made a predictive judg-
ment in 1999 (based on misinformation from major ILECs) that the ILEC special
access markets were facing growing competition. As a consequence, the FCC radi-
cally changed its interstate special access pricing regulations to allow for pricing de-
regulation. Despite customer objections, the FCC began to grant ILEC special access
pricing deregulation the next year with some ILEC rate-of-returns (“ROR”) on their
interstate special access services now reaching levels in excess of 80% ROR. These
types of levels are clearly excessive. These continually escalating returns have oc-
curred because the ILECs have increased their special access prices which is con-
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tradictory to what the FCC had predicted would happened when it radically altered
it special access pricing rules in 1999. Even if one used the FCC’s very out-of-date
authorized ROR of 11.25% as a basis to view the most recent regional bell operating
company (“RBOC”) interstate special access revenue data filed with the FCC, it
would show that their returns are exceeding authorized ROR levels by $6.4 billion
per year. The ILEC use of their special access market power has clearly resulted
in excessive charges that serve as a monopoly tax on the critical information needs
of this Nation’s largest businesses and as a drag on the entire economy.

Another indicator of the ILECs’ market power for interstate special access serv-
ices is their use of “lock-in” provisions which “quite plainly deter special access sub-
scribers from self-deploying facilities or shifting to bypass providers....” [See AT&T
Ex Parte Letter in WC Docket No. 04-313 & CC Docket No. 01-338 on 11-12-2004.]
While not relevant to the ILEC special access marketplace, the RBOCs have utilized
a number of long-distance price squeeze strategies aimed at hampering local tele-
phone competition by using their local market power. [See Declaration of Michael
R. Lieberman & Robert Panerali filed by AT&T in WC Docket No. 04-313 & CC
Docket No. 01-338 on 10-122-4-2004.]

FCC RESPONSES TO ILEC MARKET POWER ABUSES

The FCC responses to ILEC market power abuses and their own mistakes has not
facilitated the vision of increased competition and lower prices that many were told
would flow from the 1996 Act’s implementation.

After growing concerns regarding the effects of FCC’s radical changes to its spe-
cial access pricing rules in 1999, filing of a Petition for Rulemaking by AT&T in
2002, volumes of pleadings, and a Mandamus petition, the FCC released the text
of a Notice of Proposed Rulemaking (“NPRM”) which finally creates a proceeding to
review the damage caused by its 1999 predictive judgments. [See In re Special Ac-
cess rates for Price Cap Local Exchange Carriers, Order and Notice of Proposed
Rulemaking, WE Docket No. 05-25, 2005 WL 235782 (Jan. 31, 2005).] While the
FCC’s NPRM raises many of the critical issues that many believe must be addressed
by the Commission, the text of the NPRM is by no means an indicator of what, if
anything, the FCC might do or when.

With regard to the major ILEC special access pricing provisions that are premised
on their market power in the special access marketplace, ex parte communications
and filings have been occurring at the FCC over the last few years with no indica-
tions that the FCC intends to eliminate the abuses.

Since FCC actions have largely eliminated unbundled elements (“UNEs”) as a tool
for potential local exchange competitors and the lack of any meaningful levels of
venture capital monies for significant additional competitive exchange carrier
(“CLEC”) buildouts, ILEC special access services have become of extreme impor-
tance to many CLECs as the only practical tool available for targeting specific po-
tential customers not passed by their facilities. Unfortunately, the excessive ILEC
rates for these services have many CLECs wondering how cost-effective these serv-
ices will really be to them.

CONCLUSION

The most recent industry merger proposals were driven, not by technological inno-
vation or any dramatic changes triggered by the 1996 Telecom Act, but by the re-
peated failure of regulators to recognize the significance of ILECs’ market power
and to adequately respond to repeated facts, data, and requests from large end
users, IXCs, non-RBOC owned wireless carriers, and CLECs. The long-distance com-
panies that have sought these mergers were heavily involved in efforts to resolve
the problems raised in this testimony. The FCC has largely ignored their concerns
as well as those expressed by the rest of the non-ILEC industry. Significant harm
has been done to their industry as well as the CLEC, non-RBOC wireless and large
end user sectors. I agree with SBC that these problems should not be made part
of these merger proceedings. These issues are too important to the future competi-
tiveness of the telecom marketplace and this country’s non-ILEC economic engines
that are still dependent upon critical telecom services subject to ILEC market
power. The resolution of these issues must be solved now—well before government
merger decisions are completed.

Mr. CANNON. Thank you, Mr. Moir. We appreciate that.
Mr. Kellogg?
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TESTIMONY OF MICHAEL KELLOGG, PARTNER, KELLOGG,
HUBER, HANSEN, TODD, EVANS & FIGEL, PLLC, ON BEHALF
OF THE UNITED STATES TELECOM ASSOCIATION

Mr. KELLOGG. Thank you, Mr. Chairman. Mr. Conyers was abso-
lutely correct when he said that the telecom marketplace has
changed radically since the time of the 1996 act. And it’s very help-
ful to go back and think of where we were in 1996. Wireless was
still in its infancy. Broadband had not been deployed anywhere.
VoIP had not even been conceived. The inter-exchange market was
a cozy oligopoly, protected from competition. And local exchange
service was protected by local franchises.

Now, some of the changes that have taken place since 1996 are
the result of the 1996 act. The local franchise was eliminated; com-
petition was allowed in; the inter-exchange market was opened up
to competition, and proved to be a fairly artificial market, as cus-
tomers realized they wanted bundles of minutes that covered both
local and long distance.

But the major developments, and the most important ones for
your consideration, are the ones that happened in the marketplace
and that were not fully expected. One is that wireless and data
now significantly outpace voice, wireline voice, in terms of reve-
nues. At the time of the ’96 act, it was 90-10, voice revenues over
wireless and data; today, it’s 40-60. That is a sea change that has
tremendous implications for policy.

And the wireless story generally really has to be understood.
Today, this year, the tipping point is being reached, and there will
be more wireless access lines than there are wireline access lines.
Over 180 million wireless lines are increasing dramatically;
wirelines are decreasing. Eleven million people have abandoned
wireline telephone service altogether, in favor of wireless. And an-
other three million are doing that every year.

There is intense competition in wireless; three to five providers
in every market. There is improved service; there’s decreased
prices. As a result, it is not uncommon for people at home to use
their wireless phones to make long-distance calls, because it’s
cheaper to do so.

Now, the second major development is in broadband. The U.S. is
currently 11th in the world in deployment of broadband. That
should be shocking. We had the greatest telecom industry in the
world throughout the 20th century, and excessive regulation dra-
matically impaired investment in that infrastructure.

It’s starting to turn around. The FCC is starting to turn things
around. The new chairman has pledged to open up broadband mar-
kets freely to competition. But there’s still a lot of—a lot of room
to grow there. There’s 90 percent access now to U.S. homes. Cable
has about 60 percent of that market, compared to DSL. It’s about
a two-to-one margin.

The big story is going to be wireless broadband, next-generation
wireless, which is going to blow this market wide open.

Billions of dollars has to be invested over the next decade in this
market to make the U.S. competitive. And it will happen if there
is a competitive marketplace and a level playing field for all com-
petitors.
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The most significant development, probably—the third—is VoIP,
or Voice Over Internet Protocol. In the next five to 10 years, voice
is going to be merely an application over broadband service. It’s
going to completely transform the way that people get their ordi-
nary telephone service. Comcast today is adding a thousand cus-
tomers per day in New York City alone to VoIP service.

And these developments are terrific for consumers. They pose
complicated challenges, though, for the incumbent telephone com-
panies and for the regulators. The incumbents have to innovate, if
they are going to survive. Their access to capital is highly con-
strained.

Consolidation in this industry is inevitable, and very healthy.
The wireless experience ought to be a lesson. Back at the begin-
ning, the FCC gave multiple licenses and limited how much spec-
trum could be provided, and growth was sluggish. They eliminated
those caps. Consolidation occurred, three to five providers per mar-
ket. Competition is intense, and growing.

The regulators have an equal challenge, because they have to get
out of the way. They've got to clear away a lot of the underbrush
based on an old model of how telecommunications was served; a
model that leads to inefficiencies, subsidies, calls for special inter-
ests, not to consumer benefits.

The market-based approach will work, and it will return the U.S.
to the top telecom industry in the world. But it has to be allowed
to work on a competitive framework. Thank you.

[The prepared statement of Mr. Kellogg follows:]

PREPARED STATEMENT OF MICHAEL KELLOGG

Mr. Chairman and Members of the Committee. My name is Michael Kellogg. I am
a partner at the law firm of Kellogg, Huber, Hansen, Todd, Evans & Figel, P.L.L.C.
I am appearing today on behalf of the United States Telecom Association.

For more than a century, the telecommunications networks and services in this
country were the envy of the world. We had the fastest, cheapest, most advanced
technology and an infrastructure that reached into just about every home and busi-
ness in the nation. No other country could boast comparable levels of service and
technology.

As a result, our telecom industry has long been a critical engine for domestic eco-
nomic growth. The telecom sector standing alone accounts for nearly 3 percent of
the U.S. GDP—more than any other high-tech industry.! The existing infrastructure
reflects literally trillions of dollars in invested capital. At its peak in the year 2000,
the sector as a whole was investing about $110 billion per year, and thus accounted
for about 10 percent of all annual capital spending in the United States.2

Through its impact on productivity, moreover, the telecom sector’s capital invest-
ment boosts economic output across the board. The Bureau of Economic Analysis es-
timates that each dollar invested in U.S. telecom infrastructure has resulted in
nearly three dollars of economic output.? That multiplier is likely to get larger as
low-cost broadband service becomes more widely available.

1Industry Analysis & Technology Division, Wireline Competition Bureau, FCC, Telecommuni-
cations Industry Revenues 2002 at Table 1 (Mar. 2004); Bureau of Economic Analysis, Current-
Dollar and “Real” Gross Domestic Product, http://www.bea.gov/bea/dn/gdplev.xls (GDP for 2002).
According to an October 2000 news article, for example, the personal computer industry earned
$180 billion in revenue. D. Bartholomew, E-Business Commentary—PC Industry Stuck in Neu-
tral, IndustryWeek.com (Oct. 1, 2002), http:/www.industryweek.com/CurrentArticles/ASP/arti-
cles.asp?ArticleId=1330.

2United States Census Bureau, Annual Capital Expenditures: 2001 at 10-11 (Jan. 2003).

3 Bureau of Economic Analysis, Input-Output Accounts Data: 1999 Annual I-O Table Two Digit
at Table I0TotReqIxCSum.xls, http:/www.bea.doc.gov/bea/dn2/i-o.htm#annual.
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The telecom sector has had a commensurately large impact on employment. In the
year 2002, it employed almost 1.2 million workers.4 Employment in the telecom sec-
tor as a whole grew more than twice as fast as the national average between 1998
and 2000, and, by the year 2000, the telecom sector was paying nearly twice the
average U.S. salary.5

As we all know, that situation has changed dramatically. We are currently in a
period of “creative destruction” that is transforming the industry. Since 2000, tele-
communications service providers and the equipment manufacturers that supply
them have lost over 700,000 jobs®é and over $2 trillion in market capitalization,?
while annual investment declined by more than $70 billion8 and the United States
fell to 11th in the world in deployment of advanced broadband networks.?

These developments are attributable to two main factors: first, mistakes by the
FCC in its implementation of the 1996 Telecom Act and, second, the growth of new
technologies have advanced at a rapid pace to compete with and displace traditional
telecommunications services. The first factor has to some extent been corrected by
the Courts and by changes in FCC policies that are now more pro-competitive; but
there is still progress to be made to eliminate anti-growth policies that have stifled
investment in recent years. The second factor will make this industry more competi-
tive and vibrant than ever, provided that current de-regulatory policies are contin-
ued and expanded.

Let me begin with the first point. In order to jumpstart competition in local tele-
phone services, Congress decided not simply to eliminate existing franchises and
open up markets; Congress went further and required incumbents affirmatively to
assist new entrants through the mechanism of unbundling incumbent facilities.
Whatever the merits of that idea, the FCC responded with a form of heavily man-
aged competition more suitable to the old Soviet Union than to the new frontier of
technology and innovation here in the United States.

Congress wanted unbundling as a temporary crutch upon which new entrants
could rely while getting on their feet and building their own networks. The FCC
turned it into a cradle-to-grave welfare system for bogus business models. As a re-
sult the FCC’s unbundling rules led to a quick boom as hundreds of new entrants
flooded the market. But it then led to an even quicker and deeper bust when mar-
kets lﬁnally realized that the FCC was promoting forms of competition that were un-
tenable.

The focus of unbundling regulation was on creating hundreds of new competitors
as quickly as possible. At the height of the competitive local exchange carrier
(“CLEC”) industry in 2001, ALTS—the CLEC trade organization—reported that
there were more than 200 competing providers. Although these carriers invested
nearly $100 billion, much of this investment proved wasteful: there were as many
as 50-60 competitive providers in some metropolitan areas.

Moreover, very little investment was made in residential markets, due to the
availability of the ultra-cheap resale, known as the UNE platform (“UNE-P”). While
the traditional long-distance carriers were at one time viewed as serious competitors

4Bureau of Labor Statistics, U.S. Dep’t of Labor, Career Guide To Industries: Telecommuni-
cations, http://www.bls.gov/oco/cg/cgs020.htm. As of end of year 2000, a total of 5.6 million work-
ers were involved in IT occupations—nearly 5 percent of all U.S. workers. Economics and Statis-
tics Administration, Dep’t of Commerce, Digital Economy 2002 at 42-44 (Feb. 2002).

5United States Census Bureau, Statistics of U.S. Businesses: Tabulations by Enterprise Size,
Number of Firms, Number of Establishments, Employment, and Annual Payroll by Employment
Size of the Enterprise for the United States, All Industries—1998, http://www.census.gov/csd/
susb/usalli98.xls; United States Census Bureau, Statistics of U.S. Businesses: Tabulations by En-
terprise Size, Number of Firms, Number of Establishments, Employment, and Annual Payroll by
Employment Size of the Enterprise for the United States, All Industries—2000, http:/
www.census.gov/csd/susb/usalli00.xls.

6See Layoffs Near 2 Million in 2001, San dJose Bus. J. (Jan. 3, 2002) http:/
sanjose.bizjournals.com/sanjose/stories/2001/12/31/daily23.html; V. Godinez, Tech Posts Are Out
There, If You Do a Little Looking, Seattle Times (Feb. 2, 2003); December Job Cuts Top 100K,
CNN/Money.com (Jan. 5, 2005), http://money.cnn.com/2005/01/05/news/economy/jobs—challenger/

7See )S Rosenbush, et al., When Will the Telecom Depression End?, Business Week at 66 (Oct.
7, 2002).

8See Skyline Marketing Group, CapEx Report: 2002 Annual Report, Carrier Data Sheet 1
(June 2003) (overall investment by wireline and wireless carriers in 2000: $126 billion); Skyline
Marketing Group, CapEx Report: 304, Carrier Data Sheet 1 (Feb. 2005) (2004 est. based on
data through 3Q 2004: $51 billion).

98See, e.g., G. Arlen, ed., TR’s Online Census at 11 (Fourth Quarter 2003) (“The United States
ranks 11th worldwide in broadband use, according to a recent United Nations report.”). See also
FCC Chairman Michael K. Powell, Remarks at the National Association of Regulatory Commis-
sioners General Assembly (Mar. 10, 2004) (“The greatest nation on earth should not be content
to be 11th in broadband deployment.”).
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of the local telephone companies, due to the UNE-P, all they ever did was resell
local service.

The FCC’s unbundling rules have now been thrown out three times in the Courts;
once by the Supreme Court and twice by the D.C. Circuit. On all three occasions
the Courts have chided the FCC for adopting an excessively regulatory model to im-
plement what was supposed to be a deregulatory statute. The FCC’s mismanage-
ment on this issue must bear a fair share of the blame for the high-tech boom and
bust of the late 1990s and early 2000s.

But that is all water under the bridge at this point. My desire today is not to
criticize anyone for past mistakes, but to learn from those mistakes. The much more
important point is thus the second one: the dramatic changes in technology and
whether these new technologies will be allowed to flourish in a truly competitive
marketplace.

We must recognize that the telecommunications industry is very different today
than at the time Congress passed the 1996 Act. Indeed, circumstances have changed
so drastically as to warrant Congress in revisiting and updating the current law.

In 1996, ordinary wireline voice calls still generated 90 percent of the telecom in-
dustry’s total revenues, with wireless and data splitting the rest. Today, the split
is about 40-60. In another four years it is expected to be 30-70.1° Traditional
wireline telephone service is under tremendous pressure, as it has been at no other
time in our history.

Three areas in particular—wireless, broadband, and the advent of Voice Over
Internet Protocol (“VOIP”)—warrant discussion.

Wireless. The growth of wireless has exceeded even the most optimistic projec-
tions. The number of wireless subscribers has grown from about 35 million at the
time the 1996 Act was enacted to more than 180 million today.!! By contrast, there
were approximately 180 million wireline access lines as of June 2004, and that num-
ber has been in decline since 2001.12

There is intense competition for wireless, with an average of 3-5 providers in vir-
tually every geographic area.l® An increasing share of wireless subscribers, more-
over, are abandoning their wireline phones altogether. As of year-end 2004, approxi-
mately 11 million primary wireline access lines were displaced by wireless, and that
number is expected to reach about 22 million by the end of 2008.14 Approximately
3 million wireless subscribers are now giving up their wireline phones each year.15
At least 14 percent of U.S. consumers now use their wireless phone as their primary
phone.16 Even larger percentages of young consumers—which will make up the next
generation of homeowners—are disconnecting their wireline service, which makes it
likely that the rate of substitution will increase even further in the future.1?

Wireless prices have fallen to the point where it is now considerably cheaper for
many customers to use their wireless phone. Wireless prices have declined—Dby as

10 See J. Halpern, Bernstein Research Call, U.S. Telecom Update: Revising Earnings Forecasts,
Raising AT&T Target Price, Maintaining Ratings at Exhibit 1 (Dec. 17, 2004).

11See CTIA, CTIA’s Semi-Annual Wireless Industry Survey, http:/files.ctia.org/pdf/
CTIAYearend2004Survey.pdf.

1E’See Industry Analysis & Technology Division, Wireline Competition Bureau, FCC, at Table
1 (Dec. 2004).

13 See Implementation of Section 6002(b) of the Omnibus Budget Reconciliation Act of 1993,
Ninth Report 9, WT Docket No. 04-111, FCC 04-216 (rel. Sept. 28, 2004) (Ninety-seven per-
cent of the total U.S. population have three or more operators offering mobile telephone service
in the counties in which they live. Approximately 87 percent of the population have five or more
operators offering mobile telephone service in the counties in which they live.).

14])3. Bath, Lehman Brothers, Final UNE-P Rules Positive for RBOCs at Figure 2 (Dec. 10,
2004).

15See id. at 4 & Figure 2.

16 C. Wheelock, In-Stat/MDR, Cutting the Cord: Consumer Profiles and Carrier Strategies for
Wireless Substitution at 1 (Feb. 2004) (“14.4% of US consumers currently use a wireless phone
as their primary phone”).

17 See, e.g., Frank Louthan, Vice President, Equity Research, Raymond James, prepared wit-
ness testimony before the Subcommittee on Telecommunications and the Internet of the House
Energy and Commerce Committee, Washington, DC (Feb. 4, 2004) (“We believe the roughly 9.6%
of the population that are single between the ages of 20 and 34 are the most likely to disconnect
their wireline phone for a wireless phone (with a significant proportion of this age group having
already done so0). As young consumers between 15 and 19 (another 6.6% of the U.S. population)
become households, we believe these households could become prime wireless substitution can-
didates.”); A. Quinton, et al., Merrill Lynch, Telecom Services: Unraveling Revenues at 5 (Nov.
20, 2003) (“IWle believe that demographic trends favor wireless. . . . So, as the US population
ages, more young people are likely to become wireless subscribers—and either displace the pur-
chase of a wireline service with wireless or cut the cord on an existing line.”).
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much as 10 to 20 percent a year in recent years.18 Wireless service packages include
unlimited long distance calling, which has contributed to wireline traffic substi-
tution and increasing average minutes of use among wireless carriers. As a Wall
Street Journal article explained, “[t]hanks to unlimited night and weekend minutes

. . cellphone plans are the method of choice when it comes to long-distance calling
from home.” 19 The Yankee Group estimates that wireless subscribers make 60 per-
cent of their long-distance calls on their wireless phones.20

Wireless service quality has also improved dramatically. Consumers now report
high levels of satisfaction with the quality of their wireless service. For example,
a GAO survey found that 83 percent of wireless users were satisfied with the call
quality of their cell phone, while only 9 percent were dissatisfied.2! Analysts simi-
larly report that “[c]lultural awareness and acceptance of wireless as an acceptable/
preferred communication medium is growing.” 22

The wireless story is one of unqualified success: competition is intense, output is
increasing, and prices are falling. That is exactly what we should all want to see.
And it has happened—I cannot stress this point enough—because the FCC has
stayed out of the way. Wireless is a deregulated industry. Competition is
untrammeled. And the results of that competition are plain for all to hear.

Broadband. Broadband, unfortunately, is a more complicated story. Although the
1996 Act promotes deregulation as the approach to spur broadband deployment, the
FCC ignored this mandate for many years and imposed unbundling here too. The
FCC’s broadband unbundling policies created disincentives to investment that
slowed the deployment of broadband. These policies were all the more misguided as
they were imposed only on local telephone companies, not on cable companies that
have been the leaders in broadband deployment from the outset by an almost two-
to-one margin. As a result, the U.S. fell behind many of its main competitors (such
as South Korea, Japan, Canada, and parts of Europe) in broadband deployment.

Only after the FCC eliminated these policies did broadband competition intensify.
And the FCC’s current Chairman, Kevin Martin, is strongly committed to a deregu-
latory broadband market. As a result, prices have dropped significantly and penetra-
tion has increased at record rates. But there is still a long way to go, both in
rationalizing FCC policies and in preventing outdated state regulations from block-
ing or delaying new broadband services, such as IP video.

It is worth remembering that there was no broadband at all at the time of the
1996 Act. Today, DSL and cable modem service are available to more than 90 per-
cent of U.S. homes,23 and more than 25 percent of homes subscribe.2¢ At the end
of 2004, approximately 47 percent of all residential Internet connections were either
provided over cable modem or DSL; analysts expect broadband to surpass dial-up
subscribership this year.2